We show that politics is at the root of the banks-sovereign nexus that exacerbated the Eurozone crisis. First, government-owned banks or banks with politicians in the board of directors display higher home bias in sovereign debt compared to privately-owned banks throughout the 2010-2013 period. Second, only government-owned banks increased the home bias during the sovereign crisis (moral suasion). We exploit the fact that equity injections (bail-outs) by domestic governments were not directly targeted to politically connected banks to show that, upon receiving such assistance, only government-owned banks purchase domestic debt. Moral suasion is stronger in countries under stress.
Introduction
The European sovereign debt crisis has emphasized the importance of the so-called bankssovereign nexus: an adverse feedback loop between the health of the banking system and that of its sovereign. Many have argued that banks' sovereign debt holdings are the critical channel that transmitted credit risk from sovereigns under stress in Europe to the real economy, causing sizable drops in lending and investment. In order to understand and possibly prevent this adverse feedback loop, one has to first identify what drives home bias in sovereign debt holdings at the bank level. We show that politics is at the root of the problem. Many European banks are government-owned or have politicians sitting on the board of directors. These politicians may persuade the politically connected banks to finance national or local state borrowing by purchasing domestic government bonds. 3 We show that this is the case for the sample of European banks that participated in the European Banking Authority (EBA) regulatory exercises.
First, we provide cross-sectional evidence at the bank level that politically connected banks, i.e. either those owned by the domestic government or with former politicians in the board of directors, hold a disproportionate amount of their own country's sovereign debt. This is true both at the onset and during the European sovereign debt crisis. Second, we show 1 See Gennaioli, Martin, and Rossi (2014) , Acharya, Eisert, Eufinger, and Hirsch (2015) , Popov and Van Horen (2015), De Marco (2015) and Altavilla, Pagano, and Simonelli (2015) .
2 The Capital Asset Pricing Model (CAPM) predicts that, in frictionless financial markets, homogenous investors would hold a share of financial asset equal to the share of the financial assets of that country in the world portfolio (see Cochrane (2005) , page 155).
3 We are not able to distinguish between national and regional or municipal debt, as the EBA sovereign exposure data is the sum of the two. 1 that political pressure was at work during the crisis (moral suasion channel). We exploit the fact that government equity injections (bail-outs) were used to recapitalize distressed banks, but not politically connected banks in particular, to document that only politically connected banks use government funds to purchase more domestic debt. Not surprisingly, we find that the moral suasion channel is stronger among government-owned banks from the GIIPS countries, as weak governments presumably have greater need to use the domestic banks to finance borrowing.
Many European banks are still, at least partly, government-owned either at the regional (Germany, Spain) or national level (Portugal) or through private foundations whose directors are appointed by local or national politicians (Italy). Also, many former politicians sit on the banks' board of directors. We use these two facts to obtains two measures of political connections among European banks. In particular, the first is the total percentage of equity held by central or local governments (including banking Foundations in Italy) in the precrisis period (2006 or 2009) for our sample of EBA banks.
4 For the second measure we look at the share of directors who were former politicians, either at the national (ministers, members of Parliament) or local (mayors, city councillors) level, excluding those who started their tenure at the bank after 2006. We use pre-crisis data precisely to avoid biases given by bank nationalizations and bail-outs that occurred in 2008-2012. If we were to measure government ownership contemporaneously with the home bias, we would both overestimate the state's presence in the banking sector and introduce additional endogeneity, in the sense that banks could commit to purchase more domestic sovereign debt in an attempt to get political influence and government support during the crisis.
Our results on the moral suasion channel are robust to alternative channels that could also contribute to greater home bias. First, banks in distressed countries may engage in risk-shifting/risk synchronization and load up on high-yielding domestic sovereign debt, 4 We use government ownership either as a continuous or as a discrete variable.
2 putting a lot of risk in a state of nature, a domestic sovereign default, in which they would likely go bankrupt anyway (Diamond and Rajan (2011) ). Such incentive may be particularly strong for undercapitalized banks that would "gamble for resurrection" with this investment strategy (Acharya and Steffen (2015)). We address this issue by controlling for Tier1 and leverage ratios. Moreover, in order to allow for the possibility that politically connected banks are sistematically different from private ones, we fully interact the control variables of the panel regression with the indicator for politically connected banks. The resuts of the fully interacted specification are qualitatively unchanged, pointing in the direction that the moral suasion channel we are capturing is not a spurios result due to a systematic differential porfolio sensitivity between politically connnected and private banks. In addition,
we document in Table 2 that, other than having more home bias and lower total assets on average, politically connected banks are similar to private banks along the other balance sheet dimensions. Thus, politically connected banks increase the home bias after they get bailed-out by the government, not because they are less capitalized nor because their porfolio composition is more sensitive to changes in capitalization than private banks.
Second, banks may engage in carry trades and buy risky sovereign debt financing themselves short-term in wholesale markets (Acharya and Steffen (2015) ). This would mechanically lead to higher home bias for banks domiciled in countries with high-yielding sovereign debt. We take care of such variation by controlling for country-time fixed-effects that absorb aggregate variables such as country sovereign yields.
Another frequently mentioned reason for banks to hold sovereign bonds is that, even under Basel II, government bonds are considered risk free. 5 According to this hypothesis, 5 According to Basel II regulation, in order to compute Risk Weight Assets (RWA), banks can use two approaches: the Standardized Approach (SA) and the Internal-Ratings Based (IRB) approach. According to the first, government bonds receive a 0% risk weight. Under the IRB in principle the weight should be positive, because, even though the model may assign a very low probability of default (PD) to a sovereign issuer, the loss given default (LGD) is positive. In practice, PD on sovereign debt are equal 0.1% for 201 major international banks (BIS Quarterly Review, December 2013). Moreover, in the EU there is a loophole ("IRB permanent partial use") that allows IRB banks to switch back to the SA when evaluating EU debt.
3 banks would boost their risk-based capital ratios by loading up with sovereigns and crowding out private lending (capital arbitrage). However, since the zero risk weight applies not only to domestic sovereign debt, but to all countries in the European Union, it cannot explain home bias. On the contrary, it may have been a source of contagion from GIIPS countries to non-GIIPS banks (Korte and Steffen (2015) ).
One may also be concerned about reverse causality in our setup: banks could increase the home bias to signal their commitment to the domestic government and get government support in return during the crisis. We address this concern in two ways. First, our measures of political connections use pre-crisis data (2006 or 2009), precisely so not to bias our estimate with the current level of government support during the crisis. Second, we analyze the determinants of government support (Table 10 ) and we find that neither the political connections nor the level and the change in the home bias are significantly correlated with the amount of government bail-outs.
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The hypothesis that some European governments may have put pressure on domestic banks to purchase local sovereign debt (moral suasion/financial repression) during the European sovereign debt crisis is also entertained in other contemporaneous studies (Acharya, Eisert, Eufinger, and Hirsch (2015) , Acharya and Steffen (2015) , Becker and Ivashina (2014), Ongena, Popov, and Van Horen (2015) , Horváth, Huizinga, and Ioannidou (2015) ). We, like some of these papers, focus specifically on the differences between politically-connected (either government-owned or with former politicians in the board of directors) and private banks. Differently from these papers we hand-collect and emphasize the importance of measuring political connections in the pre-crisis period to avoid potential endogeneity issues. Moreover, we document for the first time a clear, bank-specific channel through which 6 This is different from the results found in other papers (Faccio, Masulis, and McConnell (2006), Faccio (2006) ) who find that politically connected firms are more likely to receive bail-outs. Differently from these papers, we only focus on a set of developed countries in Europe whose levels of corruption tend to be lower than in developing nations. 4 political pressure works: upon receiving government help in the form of equity injections (bail-outs), only the banks that are subject to political pressure actually increase their degree of home bias in sovereign debt holdings.
The moral suasion channel is not the only explanation for the home bias in sovereign bonds, both before and during the sovereign debt crisis. In the international finance and asset pricing literature, home bias is often explained as the result of informational asymmetries (Van Nieuwerburgh and Veldkamp (2009)); more recently, home bias in the GIIPS countries during the sovereign debt crisis has been motivated by creditor discrimination theories (Broner, Erce, Martin, and Ventura (2014) and Brutti and Sauré (2013) ). Others claim that financial repression and risk synchronization are the optimal choice of either the domestic government or the individual bank (Chari, Dovis, and Kehoe (2016) , Acharya and Rajan (2013), Crosignani (2014) , Uhlig (2014) and Diamond and Rajan (2011) ). We do not challenge these hypotheses; on the contrary, we complement them by showing that also political pressure on controlled banks plays a crucial role in explaining the rise in home bias at the bank level.
Our findings also contribute to the literature on the performance of state-owned banks and the role of political connections at the corporate level worldwide (Faccio, Masulis, and McConnell (2006 ), Faccio (2006 ), and Barth, Caprio Jr, and Levine (2001 . Sapienza (2004) shows that state-owned banks in Italy extended cheaper credit to firms in areas where the affiliated party is stronger. La Porta, Lopez-de Silanes, and Zamarripa (2003) find evidence that in Mexico loans extended to related parties, either family members or controlled firms, have on average lower rates, lower collateral requirements and are more likely to default than unrelated ones. Illueca, Norden, and Udell (2013) and Cuñat and Garicano (2010) show that political influence among Spanish savings banks is associated with higher risktaking and worse performance. Finally, Englmaier and Stowasser (2016) show that German savings banks adjust lending pro-cyclically in response to local electoral cycles, negatively 5 impacting their profitability and borrowers' default rates.
The paper proceeds as follows. In Section 2, we highlight some country-specific institutional details that are relevant to our analysis; Section 3 describes the data and the methodology used in the paper. Section 4 presents the results and Section 5 concludes.
Institutional Details
Three European countries stand out for the role of politicians and local governments in the management of banks: Italy, Germany and Spain. In what follows we provide some key features that distinguish each of these countries in terms of political presence in the banking system.
Italy
State-owned banks were common in Italy until 1990 (Sapienza (2004 ), when a wave of liberalizations at the European level induced the Italian government to privatize the domestic banking system. However, since the government wanted to preserve the state-owned banks' statutory objectives of supporting the local economy, the banks were first sold to Foundations (non-profit organizations). These Foundations were and remain under the influence of political groups. For example, the members of the board of directors in the Foundations are often appointed by the local public officials or are politicians themselves.
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In this paper, we assume that ownership by a Foundation is the same as government ownership. The two may not necessarily coincide if the political party the Foundation is affiliated to is not part of the current government. We believe that this is not a concern in our case. First of all, it is important to emphasize that the EBA sovereign exposure data is the aggregate of national, regional and municipal debt in each country so that we can't distinguish between support to the local or national government. It could well be that a bank connected to the opposite political party purchases more local rather than national debt. Also, apart from Monte dei Paschi (MPS) which is almost entirely controlled by a center-left leaning Foundation, the two other major Italian banks in our dataset have more than one Foundation among their shareholders. Moreover, most of the times, within each Foundation there are members coming from both left and right wing parties. Finally, there could also be monetary transfers from the central to a regional government in exchange for the purchase of national sovereign debt (see the Appendix for a discussion of political parties' incentives).
Germany
The German banking system is organized in three different "pillars": private banks, such as Deutsche Bank and Commerzbank; cooperative banks, based on a member-structure where each member has one vote and finally public banks. The latter are financial institutions, typically owned by the regional states (Lander ) or by the administrative districts or cities in which they are headquartered. Among public banks, there are savings banks (Sparkassen) whose shareholders are usually local municipalities and regional banks (Landesbanken), that are mostly owned by the respective Lander through a regional savings bank association.
Thus, in the case of Germany the definition of "political banks" is clear: those that have a direct state participation among their shareholders. In the EBA dataset, the political banks will mostly be the Landesbanken. The percentage of equity attributable to both local and regional governments among the Landesbanken is essentially 100%, with the exception of HSH Nordbank which has 89.34% government shares. On the other hand, the rest of the German banks in our sample have no government equity stakes. and private founders; outsiders are the regional and local governments. Although in principle all stakeholders were represented on the board, the voting power of the two groups in each bank differed, depending on the specific regional law. Most cajas are still vulnerable to the influence of local politicians (Illueca, Norden, and Udell (2013) ).
8 Similarly to the case of MPS in Italy discussed above, some cajas may belong to a regional government affiliated to a different political party than the one in power. These institutions may have an interest in destabilizing the national government rather than supporting it by buying domestic sovereign debt. We refer to the same arguments we made above. First of all, the EBA data do not allow to distinguish domestic exposure between local and national debt, so it may well be that the bank affiliated to a different party is purchasing regional, rather than national debt. Finally, the two political parties may have incentives to act like a cartel (see the Appendix for further details).
Data and Methodology

Data
The dataset is the result of the merger of four different sources: detailed bank level data on the exposure to sovereign bonds and liquidity injections from the EU-wide Stress Test and Recapitalization Exercises; information on the pre-crisis degree of government ownership in each bank is collected from Annual Reports or Bloomberg whenever available; the political affiliation of board members is obtained from BoardEx; other balance sheet data are from Bankscope.
The key dataset contains the information on political connections. We want this mea- 9 Then we keep all those directors who were previously employed in the domestic government sector (297 matches). We also manually check these entries to distinguish the true politicians from the advisors/staff members that are also listed as having "government" jobs, but have no formal political experience. In total we find 80 former politicians (see Table 5 Bankscope and winsorize all variables at 5% and 95%. 9 We exclude those that terminated their tenure before 2000, thus eliminating those that have not been running the banks for a long time. We also exclude those that were nominated after 2006 to be consistent with our government-ownership variable that is measured in 2006.
On average, the pre-crisis (2006) ownership by the domestic government or Foundations in
Europe is at 20% among the banks participating in the European Stress Test in 2010. Moreover, only 39 banks (47% of the sample) have at least some level of government ownership, but only 33% can be classified as having an above the median government ownership in each country (1(Political)). Among the 61 EBA banks present on BoardEx, former politicians represent 6% of the board of directors, but in the 37 banks that have at least one former politician as a board member the average increases to 10%. Although government ownership and the share of political board member are clearly positively correlated (ρ = 0.5), it is also true that the two variables have a different informational content. In fact, as Figure 4 shows, there are quite a few banks that have at least one former politician on the board of directors although they are not formally government owned. Also, 35 banks in our sample received some form of government bail-out at the end of 2010, with an average, conditional on the help being positive, of 3.6% of RWA.
10 These are large numbers considering that, on average, the Tier1 over RWA ratio, gross of government equity injections, is at 11% for EBA banks. Among these, 20 (12) banks have at least some degree of government ownership (at least one director being former politician), but these politically connected institutions do not appear to receive a preferential treatment from their own government. Indeed, the amount of government help over RWA is larger for private banks than it is for politically influenced ones, as shown in the last three rows of Table 1 . Similarly, government help over RWA is uncorrelated with either government ownership and what we identify as political banks
(1(P olitical) = 1); these unconditional correlations are 0.075 and −0.030 respectively. Other bank level characteristics are reported in 1 -Panel B.
Since our identification comes from cross-sectional differences between politically connected and private banks, it is important to analyze differences between the two groups of banks. Table 2 reports a set of t-tests for differences in the means of bank characteristics between politically connected and private banks. It is evident that politically connected banks hold much more domestic debt compared to private banks and are on average smaller.
Politically connected banks being smaller can partly explain their higher home bias, as lower total assets is a proxy for domestic and less diversified banks (total assets will be a crucial control in our regressions). However, politically connected and private banks are not statistically different in all other characteristics, in particular they are not less capitalized nor have higher non-performing loans nor receive more government bailouts than private banks.
Importantly, we are going to show that the moral suasion channel is robust to interacting all these characteristics with politically connected banks.
Empirical Methodology
Cross-Sectional Regressions. To measure the effect of political presence in a bank on its degree of home bias in sovereign bonds, we run a set of cross-sectional regressions for 2010Q1, 2010Q4, 2011Q4, 2012Q2, 2013Q4. In fact, the main variable of interest P olitical i does not vary over time, so we cannot use it in panel regressions along with bank fixed effects.
For each year we employ the following specification:
where HomeBias is one of three measures: i) the ratio of domestic government bonds held by bank i over the total European debt (
). 11 ; ii) the ratio of domestic sovereign bonds and total assets ( divided by its standard deviation, GovtOwn/std.dev; or it is a dummy, 1(P olitical), equal to one if the bank is above the median of the distribution of government ownership in each country; finally, it is the share of board of directors who have been former domestic politicians (ministers, MPs, mayors etc), P olDir/T otDir.
Other explanatory variables we use are X i , a set of lagged bank balance sheet characteristics (log of Total Assets in Euros, Tier1 ratio, Leverage, Deposits over Total Funding, ROAA, Non Performing Loans over Gross Loans) and 1(Cooperative), a dummy equal to one if bank i is a cooperative bank. We allow for a different intercept in home bias for cooperative banks because these banks are characterized by dispersed ownership among members 13 (one-head-one-vote) and no share directly owned by the domestic government: nonetheless, they usually exhibit a large home bias given by the very local nature of their business model.
It is also possible that other, more indirect forms of political influence are at play in cooperative banks: it is often the case, in Italy for example, that cooperative firms have strong ties with political parties. Finally, Country i a country dummy where the bank is headquartered. Country dummies are important because they control for country specific factors; more specifically, they take into account both institutional characteristics at the country level. For example, we need to control for the fact that in Spain the government participation in each bank, by law, cannot exceed 50%, whereas in Germany the local government can hold any number of shares. German Landers, both directly and indirectly, very often hold above 90% of shares in the Landesbanken. Since we are interested in evaluating whether a certain political ownership is large or small in a given country, a set of country-specific intercepts in the above regression is appropriate, especially when the main regressor is the percentage of shares owned by the domestic government.
Panel Regressions. In our second specification, we exploit the time dimension of the panel to investigate how home bias varied during the crisis. We want to test the hypothesis that, upon receiving an equity injection from the domestic government, only political banks increase their home bias relative to other banks, especially if they are located in the periphery.
This would be consistent with the moral suasion hypothesis, where the domestic government calls on politically connected banks to buy sovereign debt at a time of low demand for these securities. Therefore, we run the following panel regression:
where ∆HomeBias i,t represents the change in home bias of bank i at time t, GovHelp i,t−1 is the amount of equity injection given by the domestic government to bank i at the begin-14 ning of the year as a fraction of RWA. 1(Political) is a non-time varying dummy which equals one if bank i is above the median government ownership in each country or alternatively if at least one board member is a former domestic politician; these results are displayed in Table 8 , columns (1) and (3) respectively. The main coefficient of interest is 1(P olitical) × GovHelp i,t−1 that indicates how much more domestic debt politically connected banks purchase relative to private banks,for each additional unit of government help received. Finally we control for bank fixed-effects, η i , and country-year fixed-effects λ c,t .
We also fully interact the model by including all the interactions between 1(P olitical) and the control variables, X i,t−1 , to show that the results are not driven by any structural difference between politically connected and private banks:
Results are shown in Table 8 , columns (2) and (4). Even in the fully interacted model, the coefficient of interest, namely the interaction between 1(P olitical) and government bailouts, is still positive and significant, suggesting that the moral suasion channel is present and robust to alternative channels. Also, the interactions between 1(P olitical) and the controls are never statistically significant.
In Table 9 , we build on the fully interacted model of equation 3 and additionally allow the moral suasion effect to depend on whether a politically connected bank belongs to the GIIPS, the Core -Germany, Netherlands and Austria -or other non-GIIPS countries; we do so by further interacting 1(P olitical i ) × GovHelp i,t−1 with 1(GIIP S), 1(Core) and 1(Others)
dummies.
Omitted Variables and Reverse Causality. We find that upon receiving government support, only politically connected banks increase their home bias in sovereign debt; moreover, politically connected banks in the periphery (GIIPS) increase home bias by much more than political banks belonging to the core countries (non-GIIPS). Importantly, these results are robust to a number of alternative channels and explanations.
First of all, we rule out a mechanical explanation: government bail-outs are not only targeting government-owned banks. On the contrary, both unconditional and conditional correlations of government support and political connection are very weak and insignificant (see Table 2 and Section 4.5). Furthermore, our results cannot be explained by alternative channels that affect sovereign debt purchases. The zero risk-weight on sovereign bonds, that under Basel II rules applies to all sovereigns from the EU, does not involve any preferential treatment for domestic sovereign debt and thus cannot explain the level or increase in home bias. The risk synchronization/risk shifting motive (Acharya and Steffen (2015)) that could potentially explain the increase in home bias for undercapitalized banks in distressed countries is accounted for in the fully interacted model: in addition to controlling for several bank characteristics, capitalization and leverage included, we also interact our measure of political connections with such controls.
One possibility is also that of reverse causality: banks could load up on domestic sovereigns in an attempt to buy political influence and receive equity injections. We argue in two steps that this concern cannot drive our results. First, our measures of political connections are constructed using 2006 data, and therefore do not include any government ownership or board members resulting from the government support that was extended to banks during the sovereign debt crisis. Second, it may still be the case that some banks that were privately-owned in 2006 would continuously increase home bias later in 2010 and 2011 in an attempt to buy political influence over bail-outs. If this were the case we would have a positive and significant effect of government help for non-political banks, which however we do not observe. Moreover, we would also see that banks that have a high level of home bias or have increased it would also be receiving more government help: none of these factors is statistically significant (see Table 10 ). All these observations make it very unlikely that our 16 results are driven by reverse causality. Table 3 reports the results for the main set of cross-sectional regressions. In the first five columns we regress the measure of home bias from Coeurdacier and Rey (2012 ) in 2009 , 2010 , 2011 , 2012 and 2013 on our continuous variable for political influence, GovtOwn/std.dev., and a set of controls. In the last five columns we repeat the exercise but now we use a discrete dummy variable, 1(Political), equal to one if the bank is above the median in terms of government ownership in each country. First of all, we notice that the coefficients of interest are always positive and most are significant at 5%. This implies that banks that are more politically influenced display greater home bias in sovereign bond holdings.
Results
Cross-Sectional Regressions: Main Results
In column (1), at the onset of the sovereign debt crisis (2010Q1), we find that a one standard deviation increase in the level of government ownership (30 pct.points) is associated with an increase in the domestic composition of the sovereign bond holdings by 11.3%, which is about one third of a standard deviation of home bias. Alternatively, in column (6) the coefficient on 1(Political) in 2010Q1 implies that a bank that moves from the bottom 50%
to the top 50% of the distribution of political influence displays on average 19% more weight to domestic sovereigns relative to the total, more than one half of a standard deviation of home bias. These are large effects. During the development of the sovereign debt crisis in 2010-2011, the coefficients appear to become smaller: 7.4% (vs. 11.3%) and around 12% (vs. 19%) for the continuous and discrete measure of political connections, respectively.
Finally the effect of political connections is no longer significant 2013. These results would seem to imply that, for the average European bank, the political influence on the banking system is being reduced exactly at the time of the sovereign debt crisis (2011Q4-2012Q2) and towards the end (2013Q4). However this interpretation of our results hides an important cross-sectional heterogeneity in the data, as we show in Section 4.3. In fact, we shall see that the coefficients on political influence are always significant for GIIPS banks, that presumably receive more pressure to purchase domestic debt during the sovereign debt crisis, and are not significant for non-GIIPS banks, which are less likely to receive such pressure.
A covariate that is always highly significant is bank size, as measured by the log of total assets. The sovereign portfolios of larger institutions are more diversified: the coefficient is a semi-elasticity and it implies that for a 1% increase in total assets, the own exposure is Next, in Table 4 we run the same regression but changing the dependent variable to domestic sovereign bonds as a fraction of total assets or as a fraction of the total amount of sovereign bonds. The main results are basically unchanged, if anything both the the significance of the coefficients is also present in 2013 using the own exposure over total assets. the 57 EBA banks present on BoardEx. We then run a regression similar to before but using the share of politicians over total number of directors (P olDir/T otDir). The results are in Table 6 .
Cross-Sectional
The results imply that, between 2010 and 2013, a 1 percentage point increase in the share of political directors is associated with an increase in home exposure over total exposure of around 1%. The estimated magnitude are broadly similar to before, because they imply that for a one standard deviation increase in the degree of political influence (std.dev of P olDir/T otDir=7%) the home bias would increase by around 5%, which is around one fifth of the standard deviation of Own/T S. The estimated effect again loses significance in 2013Q4. Overall the results indicate that not only government equity ownership, but also political influence on the board of directors may be important in explaining home bias.
However, given the small sample size (80 politicians in around 40 banks) the results should be interpreted with caution.
Cross-Sectional Regressions: GIIPS vs non-GIIPS banks
If our main hypothesis is correct, i.e. that government-owned banks have a higher home bias in sovereign bonds, we should expect that moral suasion is more severe at the height of the sovereign debt crisis for the countries under stress (GIIPS). That is, we should expect the estimated coefficient on political influence to be more significant for GIIPS banks in 2011 and 2012, because GIIPS governments faced a higher pressure to reduce their borrowing costs during the debt crisis compared to non-GIIPS countries. While we are going to address the moral suasion channel specifically in the next section, here we test the cross-sectional implications of the moral suasion hypothesis in Table 7 .
In order to make the regression results comparable across time, we keep in the sample These results overall indicate that GIIPS governments pressure politically connected banks to purchase home sovereign debt during times of stress by more relative to non-GIIPS governments. In the next section we explore one possible way in which GIIPS governments may be exerting pressure on domestic banks: the use of government bail-out funds to purchase domestic bonds.
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Panel Regressions: Government Help and Moral Suasion
In the previous section we have shown that politically influenced banks are more likely to have a large amount of home bonds if they are headquartered in countries under stress during the sovereign debt crisis. In this section we want to test whether, upon receiving a bail-out, politically connected banks use these funds to increase their exposure to domestic sovereign bonds by more than private banks (Table 8) . We expect the effect to be stronger for banks in GIIPS countries, where the respective governments have a strong incentive to encourage the purchase of government bonds so as to lower the yields (Table 9 ).
In the panel regressions, the dependent variable is the change in the home bias measure Table 8 , we use two alternative measures of political connections: in columns (1)-(2) 1(Political) is equal to one if the bank is above the median level of government ownership in each country, while in columns (3)- (4) we define 1(Political) to be equal to one if the bank has at least one board member who was a former domestic politician. We use both measures to show that both direct and indirect measures of political connections matter for the moral suasion channel. In columns (1) and (3) we estimate the baseline model of equation 2, while in columns (2) and (4) we estimate the fully interacted model of equation 3.
Column (1) in Table 8 suggests that receiving government help by itself does not affect the bank's choice between buying domestic or foreign sovereigns. So if a private bank receives government support it is not pressured by the domestic government to buy domestic debt.
However, the interaction with 1(Political) is significant, which indicates that a politically connected bank that receives a bail-out by the domestic government would increase its 21 exposure to domestic sovereigns by 11% more than a private bank.
In column (2) we interact our main measure of political connections with all other bank controls. We do so to make sure that our results are not driven by the fact that politically connected banks are inherently different from private banks: one could think that politically connected banks purchase more domestic bonds because they have a higher appetite for risk, they have lower capital or different investment opportunities. First and foremost, we notice that the interaction between government help and government ownership is still positive and significant, albeit the estimated effect is a bit smaller (around 6%). Then we notice that while most levered banks tend to increase home bias on average, they do not especially do so if they are politically connected. In fact, none of the interactions between 1(Political) and bank characteristics, other than the amount of government help, is significantly correlated with the increase in home bias. Thus, we can confidently claim that the moral suasion channel that we identify is robust to alternative, risk-based explanations.
In columns (3) and (4) of Table 8 , we repeat the same exercise but we define a bank to be politically connected (1(Political)=1) if it has at least one director who was a former domestic politician. Once again we find that only politically connected banks increase the home bias during the crisis, upon receiving government support; moreover, this result cannot be explained by alternative risk-taking channels, as the result persists even in the fully interacted model.
Finally, Table 9 tests for cross-sectional heterogeneity of moral suasion, by splitting the effect of political connections between GIIPS and non-GIIPS countries. In fact, one would expect that only governments that came under pressure to refinance their own debt during the crisis (GIIPS) would exert moral suasion on the politically connected institutions, while no such pressure should be found on non-GIIPS banks. We further separate non-GIIPS banks into two groups: "core" banks (Austria, Germany and the Netherlands) and all other non-GIIPS, non-core banks (Belgium, Cyprus, Denmark, France, Sweden, Slovenia and the UK).
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This distinction is useful because core countries, especially Germany, actually experienced a decline in the sovereign yields during the crisis due to a flight-to-safety, while other non-GIIPS countries did not. Column (1) in Table 9 shows that GIIPS politically connected banks increase the home bias by 15% more than private banks for every 1% increase in government help, while core banks do so to a much smaller extent (4%). There is no effect for politically connected banks in other countries. In column (2) we additionally interact all the controls with 1(Political) and we find that moral suasion is only present in GIIPS countries, as one would expect.
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Determinants of Government Support: Not just for Political Banks
One could think that our previous set of results -the fact that politicaly connected banks buy more domestic government bonds upon receiving government bail-outs -could be explained by the fact that political banks are more likely to receive such assistance during the crisis (Faccio, Masulis, and McConnell (2006) ). If this were the case it would not be surprising to see that only politically connected banks increase their exposure to domestic sovereigns. Moreover, one could think that banks may have progressively increased their domestic sovereign purchases in order to buy political influence over bail-outs. In Table 10 we show that this is not the case, i.e. we argue that reverse causality or other endogeneity concerns are not driving the moral suasion results presented in Tables 8 and 9 . In particular, Table 10 estimates the relationship between the amount of equity, as a fraction of RWA, 12 Due to the already limited sample size, we interact the controls with 1(Political) and not with 1(Political)×1(GIIPS),1(Political)×1(Core) and 1(Political)×1(Others), because the latter would leave very few degrees of freedom.
13 Also, due to the limited coverage by BoardEx, which we use to construct the share of directors with political affiliations, we have very few banks within each group once we interact politically connected banks -based on political directors -with the set of dummies for GIIPS, Core or other non-GIIPS. Therefore we do not replicate the analysis of Table 9 using the share of directors with political affiliations as a proxy for political connections.
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provided by local governments and a set of regressors, including capitalization, political influence, lags and changes in domestic sovereign exposure.
We report a set of cross sectional regression using the Tobit estimator (we report the slope coefficients in all cases). The Tobit approach is more appropriate for this scenario than standard OLS regression because we should think of government help as a censored variable. It is equal to zero if the bank is solvent and the government decides not to extend support, while it takes any positive value otherwise. The right specification that takes into account both the discrete choice of whether or not to support a bank and the magnitude of the liquidity injection is the Tobit model.
14 The punchline is that government bail-outs are targeting undercapitalized banks, not politically connected banks directly nor banks with high or increasing levels of home bias. In fact, government ownership does not play any additional role in attracting more support from the government, nor does having a high or increasing degree of home bias. The main factor that is negatively associated with government help is the capitalization of the bank, as measured by Tier 1 capital ratio.
Importantly, the Tier 1 capital ratio in this regression is net of any form of government support, that otherwise would be included in both the dependent and independent variable, creating a mechanical and positive correlation between the two.
By looking at the marginal effects at the bottom panel of Table 10 we see that a decrease in Tier1 ratio (net of government help) by 1% in 2010 is associated on average with an increase in the probability of receiving positive government support by 15%. The effect is statistically significant at 1% and economically large: indeed, a 1% change in Tier1 ratio is about one-quarter of its standard deviation. The same marginal effect drops by half in 2011 and 2012. In terms of the marginal effects on the magnitude of government help, conditional on receiving support, a decrease in Tier1 ratio by 1% in 2010 is associated with an increase in government help over risk-weighted assets of 0.3%. Very similar effects are found in 2011
14 In unreported results we can show that the OLS regressions yield qualitatively identical results.
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and 2012.
Cross Validation: Allocation of Credit and Political Influence
Next, we ask whether politically connected banks tend to facilitate their respective governments in more general terms, not only through purchasing more domestic sovereigns, but also by extending more loans to domestic government institutions. To this purpose we take advantage of the fact that, in 2010 only, the European Banking Authority released data on each bank's allocation of credit broken down by country of destination and by type of loan;
for instance, we know the amount of credit that each bank issued to small and medium enterprises (SME) and to government institutions broken down by the country in which the borrower is located. We then call DomSM E the share of domestic SME credit over total SME credit and DomIN ST the share of loans to public institutions given to the domestic ones. Table 11 indeed shows that the effect of political connections of banks' behaviors is not specific to the purchase of domestic sovereign, but it is valid in more general terms: politically connected banks extend more credit to domestic public entities than other banks do.
Contrary to our expectations, we do not find strong evidence that political banks systematically extend more credit to domestic small and medium enterprises; what seems to count to this regard is bank size. This suggests that small banks may proxy for regional banks which tend to lend more locally to small and medium enterprises.
Conclusion
We investigate why European banks suffer from a significant home bias in sovereign bond holdings. We show that certain banks hold a disproportionate amount of their own country's sovereign debt because they are coerced by domestic politicians. In order to test this, we 25 analyze recently collected data from Stress Tests on European banks and we find evidence supportive of this hypothesis: politically connected banks hold more domestic sovereign bonds and they increase their home bias during the sovereign debt crisis upon receiving equity injections from the domestic government. The effect is more pronounced for politically connected GIIPS banks relative to either private banks or politically connected non-GIIPS banks. Interestingly, the equity injections seem to be directed towards banks that need assistance rather than to political banks in particular. Second, a theory that supports inter-party funding is borrowed from the political science literature. Katz and Mair (1995) and Katz and Mair (2009) The Global portfolio in our case is the EEA30 portfolio, as we have the sovereign exposure data only for these countries consistently throughout the sample period. When the home bias measure is equal to zero there is perfect diversification; when it is equal to one there is perfect home bias. Anything in excess of zero indicates some level of home bias. Other: Log(TA)(-)***, Coop(+)***, Tier1(-), Lev(-), NPL(-), Dep(-) and ROAA(+) t statistics in parentheses * p < 0.10, * * p < 0.05, * * * p < 0.01
Note: set of cross-sectional regressions of banks in 2010Q1, 2010Q4, 2011Q4, 2012Q2. The dependent variable is the ratio of domestic sovereign over total sovereign (Own/T otSov).
Other bank controls defined as before. (4) it is equal to one for banks that have at least one board member that is a former politician. GovHelp i,t−1 is the government equity injection as a percentage of RWA given to bank i at the beginning of the period. Other variables are defined as before. Std.err. are clustered at the bank-year level. Other controls: Log(TA)(+/-), Coop(-), GIIPS(-)*, NPL(+) and Dep(+/-) t statistics in parentheses * p < 0.10, * * p < 0.05, * * * p < 0.01
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Note: Tier1(net) is the Tier1 ratio net of government help; it is defined as the Tier1 ratio minus government help over RWA. 
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